T.C. Meno. 2009-142

UNI TED STATES TAX COURT

BRUCE A. AND DONNA M RICE, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 10669-07. Filed June 16, 2009.

Robert E. Reetz, Jr. and Carleton A Davis, for petitioners.

Huong T. Bailie, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determi ned a $39, 250 defici ency
in petitioners’ Federal incone tax and a $7, 850 accuracy-rel ated

penal ty under section 6662 for 2004.! After concessions, there

IAIl section references are to the Internal Revenue Code for
the year at issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure, unless otherw se indicated.
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are two issues for decision.? The first issue is whether
proceeds fromthe sale of excess lots are properly classified as
capital or ordinary under section 1221(a). Resolution of this
i ssue depends on whet her the excess lots were held primarily for
sale to custoners in the ordinary course of business or were held
for investnent purposes. W hold that the excess |lots were held
for investnent purposes and the proceeds are capital gains and
| osses. The second issue is whether petitioners are |iable for
the accuracy-rel ated penalty under section 6662. W hold that
t hey are not.
FI NDI NGS OF FACT

The parties have stipulated sonme facts. The stipul ation of
facts and the acconpanying exhibits are incorporated by this
reference and are so found. Petitioners resided in Texas when
they filed the petition.

Petitioners |live and work in Texas, where they have a
busi ness that designs and adm ni sters 401(k) plans and nanages
investnments for trust instrunents, 401(k) plans, and individuals.
M. Riceis acertified public accountant (CPA) and did tax
pl anni ng and consulting work at accounting firns before he and
his wife started their own business. Petitioners were successful

in this business, reporting inconme in excess of a mllion dollars

2Respondent included alternative figures regarding the
cal cul ation of basis but provided insufficient information for us
to address this issue.
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each year fromtheir business. They provided an accountant with
information regarding their finances for 2004, and he prepared
the incone tax return they filed.

Petitioners’ Dream Honme

Petitioners were | ooking to purchase a lot in Austin to
build their dream hone. Petitioners |ooked at two ot her
properties before settling on the |ot they purchased. The first
property included hal f-acre Iots for $200,000 each, but
petitioners would have needed to buy at least two lots for their
dream hone. The second property they considered offered |arger
| ots but was in an undesirable |ocation.

Petitioners saw a sign advertising 14.4 acres of undevel oped
property in a desirable | ocation near a preserve. They took down
the sign, put it in their car, and nade an inquiry the sane day.
Petitioners purchased the property within a week for $300, 000
with no financing. The property was for sale as a unit--it was
not subdivided, and petitioners had no option to purchase a
portion of it.

Petitioners initially wanted to keep the entire property for
thenmsel ves for their dreamhone. Utimtely, Ms. R ce changed
her mMmnd. M. Rce still wanted to keep the entire property and
build a single home for themand their two children. But Ms.

Ri ce decided that she did not want to live on the property al one

for fear of feeling isolated. M. R ce wanted the house to be
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his wife's dream hone, so he relented. They decided to subdivide
the property to share it with others.

Di vi sion of the Property

Petitioners had never engaged in the sale of real estate
ot her than sales of their own personal residences before they
purchased this property, nor have they engaged in it since.
Petitioners first identified the portion of the property they
wanted for their lot. This lot was the largest and was in a
desirabl e place on the property.

Petitioners had to hire consultants for zoning, access,
wat er and wastewater service, construction, and environnental
issues. After they decided to subdivide the property, they hired
a consultant to provide a subdivision |ayout. Petitioners
applied for and received a zoning change to subdivide and devel op
the property. Petitioners divided the property into ten smaller
lots, reserving eight lots for homes and two |lots for
envi ronnent al pur poses.

Construction of Their Dream Honme

Petitioners were building their dream hone, and they wanted
to create a certain aesthetic for their honme and its
surroundi ngs. They changed the nane of the subdivision from Mesa
Vista to Sette Terra after seeing Cnque Terre on a trip to the
Italian Riviera. They did not want just any nei ghbors. They

want ed nei ghbors with noney. They registered the subdivision for
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a honeowner’s associ ation and executed a decl aration of
covenants, conditions and restrictions, which applied to all the
lots in the subdivision (other than Lots 9 and 10 that fel
out si de the subdi vi sion).

Petitioners took two years to construct their dream hone.
They hired an architect to build it in an Italian style. The
home has 8,000 square feet of interior space and 4,000 square
feet of garages and porches. Petitioners devoted a significant
anmount of their spare tinme to building their honme, and their hone
was the focus of their attention.

Sal es and Advertising Activities

Petitioners did not devote nuch tinme to selling the excess
lots. They made their first lot sale to friends in 2000. 1In
2002, two years after their first sale, they placed a wooden sign
at the entrance to the subdivision advertising that Sette Terra
had | ots available for sale. This was their only adverti sing.
Petitioners sold all their lots through word of nmouth rather than
the sign or other adverti sing.

The 2004 Lot Sal es

Petitioners sold Lots 1, 9, and 10 next, the lots at issue.
Lots 9 and 10 were excess lots that were sold together because
only one of themwas suitable for construction. These sales
occurred in 2004, four years after the first sale and two years

after petitioners displayed the sign.
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Petitioners sold Lots 9 and 10 at a loss to Ms. Rice’s
sister and her husband (related party sale). Petitioners sold
anot her excess lot, Lot 1, to friends the sane year, and they
realized an $89, 329.79 gain fromthat sale.

Remai ni ng Lot Sal es

Petitioners eventually sold the four remai ning excess |lots
(one of which was an environnental |ot attached to another
property) to friends and acquai ntances, reserving a lot for their
daughter. These sales occurred in 2005, 2007, and 2008 but are
not at issue.
Petition

Respondent issued a deficiency notice chall enging
petitioners’ characterization of the sales of Lots 1, 9, and 10
in 2004. Respondent al so challenged the |oss petitioners clained
for the related party sale. Petitioners tinely filed a petition
for redetermnation with this Court.

OPI NI ON
This case presents two issues. W discuss each in turn.

Capital Gain or Odinary | ncone

This first issue is whether petitioners who purchased a
property to build their dream house properly clained capital
gains treatnent on their sale of Lot 1. The answer depends upon
whet her petitioners held the property primarily for sale to

custoners in the ordinary course of business or if it was held,



- 7 -

alternatively, as a capital asset. |If they held the property
primarily for sale in the ordinary course, as respondent argues,
the proceeds to petitioners will be treated as ordinary incone
and we nmust sustain respondent’s determ nation with respect to
that income. |If the property was held as a capital asset, then
we nust find for petitioners on this issue.

A. Section 1221

The parties agree that we nust | ook to section 1221 to
determ ne whether the property petitioners sold was held
primarily for sale to custoners in the ordinary course of their
trade or business, so as to be denied treatnent as a capital
asset.® A “capital asset” is broadly defined as property held by
t he taxpayer, whether connected with his or her trade or
busi ness, subject to a nunber of exceptions. Sec. 1221(a).
These exceptions include stock in trade, property of a kind that
is properly included in a taxpayer’s inventory, and
property held primarily for sale to custoners in the ordinary
course of a taxpayer’s trade or business. Sec. 1221(a)(1).

The United States Suprene Court has defined “primarily” as
used in this context to mean “principally” or “of first

inportance.” Malat v. Riddell, 383 U S. 569, 572 (1966);

Bi edenharn Realty Co. v. United States, 526 F.2d 409, 422-423

(5th CGr. 1976). The question of whether property is held

3They agree that sec. 1237 does not apply.
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primarily for sale to custoners in the ordinary course of a
t axpayer’s business is “purely factual,” and to answer it, we
| ook to the taxpayer’s intent at the tinme he or she disposes of

the property. Pritchett v. Comm ssioner, 63 T.C 149, 162

(1974); Raynond v. Conmm ssioner, T.C Meno. 2001-96 (citing

Cottle v. Conm ssioner, 89 T.C 467, 487 (1987)). GCenerally, we

exam ne several different factors* when anal yzi ng such a
scenario, including: (1) The taxpayer’s purpose in acquiring the
property; (2) the purpose for which the property was subsequently

hel d; (3) the taxpayer’s everyday busi ness and the relationship

“The Court of Appeals for the Fifth Crcuit, where appeal in
this case would lie, has enunerated simlar factors to determ ne
whet her property is held for investnent or for sale: (1) The
nature and purpose of the acquisition of the property and the
duration of the ownership; (2) the extent and nature of the
taxpayer’s efforts to sell the property; (3) the nunber, extent,
continuity and substantiality of the sales; (4) the extent of
subdi vi di ng, devel oping, and advertising to increase sales; (5)
the use of a business office for the sale of the property; (6)
the character and degree of supervision or control exercised by
t he taxpayer over any representative selling the property; and
(7) the tinme and effort the taxpayer habitually devoted to the
sales. United States v. Wnthrop, 417 F.2d 905, 909-910 (5th
Cr. 1969). Al factors are not equal. Suburban Realty Co. v.
United States, 615 F.2d 171 (5th Cir. 1980); Biedenharn Realty
Co. v. United States, 526 F.2d 409 (5th Cr. 1976).
Substantiality and frequency of sales are anbng the nost
i nportant factors, and inprovenents to |land, solicitation and
advertising efforts and brokerage activities also play a
significant role in the analysis. Biedenharn Realty Co. v.
United States, supra at 416-417. The taxpayer’'s claimto capital
gain is accorded greater deference when sales are few and
i sol ated, rather than when they are particularly nunmerous and
extend over a long period. 1d. at 416. CQur holding would be the
sanme under these simlar factors.




- 9 -
of the incone fromthe property to total incone; (4) the
frequency, continuity, and substantiality of sales of property;
(5) the extent of devel oping and inproving the property to
increase the sales; (6) the extent to which the taxpayer used
advertising, pronotion, or other activities to increase sal es;
(7) the use of a business office for the sale of property; (8)
the character and degree of supervision or control the taxpayer
exerci sed over any representative selling the property; and (9)
the tine and effort the taxpayer habitually devoted to the sales.

Bi edenharn Realty Co. v. United States, supra at 415; United

States v. Wnthrop, 417 F.2d 905, 910 (5th Cr. 1969); David

Taylor Enters., Inc. v. Commssioner, T.C. Mnpb. 2005-127; Wod

v. Comm ssioner, T.C Meno. 2004-200, affd. 138 Fed. Appx. 168

(11th Gr. 2005). These factors are nmeant only to aid the finder
of fact in determning, on the entire record, the taxpayer’s

pri mary purpose for holding property. They have no i ndependent
significance, and individual comment on each factor is not

necessary or required. Wod v. Comm ssioner, supra.

B. Analysis

We now apply these factors to the facts of this case.
Petitioners purchased the property to build their dream hone.
The record denonstrates that they sold the excess |lots to di spose
of unwanted property, not that they purchased the property

primarily for sale to custoners in the ordinary course of



- 10 -

busi ness. Petitioners |ooked at other properties, but the one
t hey purchased was in the school district where they wanted to
live, provided themw th enough space to build their dream hone,
and was nmuch cheaper than the other properties they considered
purchasing. Petitioners did not have the option to buy a smaller
portion of the property. Wen petitioners initially purchased
the property, they wanted to build a single-famly hone on it.
They pl anned a series of inprovenents to the property. During
this period Ms. Rice decided that she wanted nei ghbors.
Petitioners disposed of the excess |ots after subdividing the
property and creating a homeowner’s association so that they
could ensure a certain aesthetic and create a nei ghborhood. In
doing so, they were protecting their honme value and their
i nvestnent by creating that aesthetic.

The nunmber of |ots petitioners sold in toto was small. The
Court of Appeals for the Fifth Crcuit, to which this case is
appeal abl e, has held that substantiality and frequency of sales

is anong the nost inportant factors. Biedenharn Realty Co. V.

United States, supra at 416-417. Petitioners did not sell an

average of a lot a year. Anong the eight lots suitable for

construction, they sold one lot in 2000, three lots in 2004, one
ot in 2005, one lot in 2007, and one lot in 2008, and they are
hol ding one in reserve for their daughter. These sales are few

and infrequent in conparison to the sales in the cases respondent
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cites. See, e.g., Biedenharn Realty Co. v. United States, supra

at 411; United States v. Wnthrop, supra at 907. The taxpayers

in Wnthrop sold 456 lots, while the taxpayers in Bi edenharn

Realty Co. sold 158 |ots. Bi edenharn Realty Co. v. United

States, supra at 411; United States v. Wnthrop, supra at 907;

This case is nore consistent with Ayling v. Conm ssioner, 32 T.C

704, 706 (1959), cited by petitioners in which proceeds from
sales of 13 lots over the course of four years were held to be
eligible for capital gains treatnent.
Petitioners nade significant inprovenents to devel op and
sell the excess |lots. W note, however, that nmany of those
i nprovenents woul d have been necessary even had they not
subdi vi ded the property. Building their own residence on the
property required significant expenditures for inprovenents.
Solicitation and advertising efforts and brokerage
activities are also significant factors in anal yzi ng whet her
property sales are eligible for capital gains or ordinary

treat nent. Bi edenharn Realty Co. v. United States, supra at 416-

417. Petitioners devoted very little tinme to the sale of the
excess lots. The lots were sold primarily to friends, friends of
friends, and relatives. Oher than posting a sign outside the
subdi vi sion, petitioners did not advertise or pronote the sale of
|ots. Petitioners’ solicitation and advertising efforts are nore

characteristic of those of investors than of deal ers.
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Finally, petitioners had full-time jobs and devoted little
time to the sale of the excess lots. Lot sales accounted for a
smal | percentage of their inconme each year, and petitioners
retai ned the proceeds rather than buying additional inventory.
Petitioners were not real estate devel opers, had never devel oped
| and before, and have never devel oped | and since. W concl ude
that petitioners purchased the property as an investnent and not
as property held for custoners in the ordinary course of
busi ness. The gain fromthe sale of excess Lot 1 is entitled to
capital gains treatnent.

C. Sale to a Related Party

Petitioners clained a loss fromthe related party sale.
Respondent clains that petitioners are not entitled to recognize
the loss. Petitioners do not address this issue on brief, and we
treat petitioners as having abandoned the issue. See Rule
149(b). Accordingly, petitioners are not entitled to a deduction
for this loss, and we hold for respondent on this issue.

1. Accuracy-Related Penalty

We finally consider whether petitioners are |liable for the
accuracy-rel ated penalty under section 6662(a). Petitioners
properly clained capital gains treatnment fromthe sale of Lot 1
and nmai ntai ned adequate records. They al so cooperated with the
audit of their taxes. M. Riceis a CPA. He and Ms. Rice

provided their records to their accountant, who prepared their



- 13 -
i ncone tax returns. Based upon all of the facts and
circunstances, we hold that petitioners are not liable for the
accuracy-rel ated penal ty.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




